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LIABILITIES IN EXCESS OF BASIS

ASSUMPTION OF LIABILITIES IN EXCESS OF BASIS IN
CORPORATE REORGANIZATIONS
INTRODUMION

The assumption of liabilities in a tax-free reorganization is a common
occurrence., When a corporation transfers business assets in return for stock
of the acquiring corporation, assumption of the corresponding business
liabilities is often part of the consideration paid by the transferee.
Sections 351 and 361 provide general nonrecognition to the transferor
upon incorporation or reorganization. 2 Likewise, section 357(a) seeks to render
the assumption of liabilities a neutral event tax-wise because it is not thought
to be an appropriate time to require the transferor to recognize gain.3 Because
the organization or reorganization is viewed as a change in business form, and
not a change in investment, recognition of gain is deferred under section
357(a).4 However, if the assumed liabilities exceed the transferor's adjusted
basis in the transferred assets, section 357(c) requires departure from the rule
of nonrecognition in two situations: (1) exchanges to which section 351
applies, and (2) section 361 transactions which come within the meaning of a
"D" reorganization.6 On its face, section 357(c)(1)(B) applies to the "D"
reorganization only; liabilities in excess of basis apparently may be assumed
in non-"D" reorganizations with no tax consequences to the transferor.7 Certain
reorganizations, however, may come within the-description of more than one
type of reorganization. Thus, a "D" reorganization may also be classified as a
"C" reorganization. Where this overlap occurs, the issue arises as to which
reorganization definition will control for purposes of applying section 357(c).
Because section 357(c) does not treat this question, a resort to other sections
in subchapter C, as well as regulations, case law and revenue rulings, is
necessary.
Although the assumption of liabilities in a corporate reorganization is
common,8 few cases address the question of which reorganizations will be
taxed by section 357(c), and the treasury regulations9 provide little guidance.
Thus, the practitioner must look to published revenue rulings to determine
1. See Sherman, Assumption of Debts in Corporate Reorganizations, 17 TAXES 691 (1939),

noting that the "assumption of liabilities is rarely absent in corporate reorganizations....
2. For the requirements for meeting §§351 or 361 nonrecognition, see note 16 infra.
3. See H.R. REP. No. 855, 76th Cong., 1st Sess. 19 (1939), 1939-2 C.B. 518-19. See also
Surrey, Assumption of Indebtedness in Tax-Free Exchanges, 50 YALE L.J. 1, 10-14 (1940).
4. See Crockett & Kiesewetter, Should Liabilities Assumed in Corporate Reorganizations
Be Tax Free? A Discussion of Congressional Policy and Judicial Interpretation,8 CREGHTON
L. REv. 399, 425 (1974).
5. I.R.C. §357(c)(1)(A).
6. I.R.C. §357(c)(1)(B).
7.

Where §357(c) does not apply and where the transferor corporation remains in

existence after the exchange, it may have a negative basis in its stock of the transferee
because §557(c) did not tax the assumption. The manner in which a negative basis may
occur is discussed at text accompanying note 53 infra.
8. See note I supra.
9. See TazAs. REG. §1.357-2(a), T.D. 6528 1961-1 C.B. 79; §1.358-3, Ex. 2 (1960).
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the position of the Service in this matter. In its rulings the Service has restrictively interpreted nonrecognition in the context of assumption of liabilities
in excess of basis, attempting to treat overlapping definitions of reorganizations as being controlled by the definition which has the most rigid requirements for attaining nonrecognition treatment for the transaction. 10 The result
is to pull more reorganizations within the scope of section 357(c) and thus
require gain to be recognized. Because most practitioners take great care in
planning the reorganization to assure that it will not run afoul of the statutory nonrecognition provisions and the Service's interpretation of those provisions, it appears that the Service, to a large extent, determines the "law"
in this area.
Recently, however, a number of cases dealing with section 357(c) in the
setting of corporate organizations 1 have clarified and restricted the meaning
of "liabilities" for purposes of section 357 (and probably section 358)."2 In addition, Congress amended section 357(c) in the Revenue Act of 1978" by restricting the scope of the term "liabilities" in a corporate situation. Because they may
restrict the application of section 357(c), the reasoning and holdings of these
cases and analysis of the new statutory law should be of interest to the practitioner planning a corporate reorganization. The meaning of "liabilities" will
be briefly explored with an examination of legislative history and recent
statutory and case law. Following this, section 357(c)(1)(B) will be examined
with a view to deciding which corporate reorganizations may be "caught"
under that subsection. Where the transaction escapes taxation under 357(c) (1)
(B), 357(c)(1)(A) may still apply because of its overlap with section 351. In
certain reorganizations which would escape taxation under 357(c) the transferor
may have a negative basis in its stock of the acquiring corporation. Where
this occurs, alternatives to the negative basis result are explored.
INTRODUCTION TO SECTION

357

The Internal Revenue Code provides that upon the transfer of property
to a corporation in a corporate organization or reorganization, certain nonrecognition treatment will be granted the parties to the transfer.' 4 The
transferor may receive stock or securities in the acquiring corporation' s with
10. See text accompanying notes 120-124 infra.
11. See Thatcher v. Commissioner, 533 F.2d 1114 (9th Cir. 1976); Bongiovanni v. Commissioner, 470 F.2d 921 (2d Cir. 1972); Donald D. Focht, 68 T.C. 223 (1977).
12. See text accompanying notes 54-62 infra.
13. Pub. L. No. 95-600.
14. See Kahn & Oesterle, A Definition of "Liabilities" in Internal Revenue Code Sections
357 and 358(d), 73 Mxic. L. REv. 461, 476 n.76 (1975): "Section 351 was intended to facilitate
business reorganizations based on valid business reasons by affording them tax-free treatment.
Bongiovanni v. Commissioner, 470 F.2d 921, 924 (2d Cir. 1972). In recommending enactment
of section 351's predecessor in 1921, the committee reports noted that the provision would
'permit business to go forward with the readjustments required by existing conditions....'
H.R. REP. No. 350, 67th Cong., 1st Sess. 10 (1921), reprinted in 1939-1 CuM. BuLL. pt. II,
at 168, 176; S.REP. No. 275, 67th Cong., 1st Sess. 11 (1921), reprinted in 1939-1 CuM. BULL
pt. II, at 181, 189."
15. Stock of the acquiring corporation's parent may also be used in certain cases.
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no tax consequences, provided certain requirements are met.1- Similarly, the
transferee corporation's receipt of property in exchange for its stock or securities is accorded nonrecognition treatment.' 7 But if the transferor receives
money or other property in addition to stock, sections 351(b) and 361(b) will
treat that additional consideration as taxable boot.'8
Often, as part of the consideration for the exchange, the transferee corporation assumes a liability of the transferor, or receives property subject to a
liability.19 Because the transferor has been relieved of an obligation, a potentially taxable event under general tax principles,20 a question arises whether
the assumption constitutes "other property or money" and is taxable as such
under sections 351(b) and 3&1(b). 2 . Until 1938 the nonrecognition provisions
of sections 351 and 361 were generally thought to apply to the transferee's
assumption of liabilities, treating such assumption as tax-free. 22 However, in
that year the Supreme Court in United States v. Hendler2S held that the assumption of a transferor's liability by the transferee corporation constituted

additional consideration in the nature of money or other property, that is,
boot. Responding to the Hendler decision as interpreted by four post-Hendler
cases, 24 Congress enacted the predecessor to section 357.25 That provision,
16. I.R.C. §351(a) provides that no gain or loss shall be recognized if property is
transferred to a corporation solely in exchange for its stock or securities, and if the transferors are in control of the corporation immediately after the exchange. I.R.C. §361(a)
provides for nonrecognition treatment if pursuant to the plan of reorganization, a party
to a reorganization exchanges property solely for stock or securities in another corporation
which is a party to the reorganization.
17. I.R.C. §1032.
18. Sections 351(b) and 361(b) both provide for similar recognition of boot not in

excess of the amount of money received plus the fair market value of other property received,
but §361(b) provides that the transferor corporation may avoid recognizing the boot if it
"deflects" such gain to its shareholders by distributing that money or other property to
them in pursuance of the plan of reorganization.
19. For purposes of this article, assuming a liability and taking property subject to a
liability will be treated in the same manner.
20. See, e.g., Old Colony Trust Co. v. Commissioner, 279 U.S. 716 (1929).
21. These sections treat the receipt by the transferor of money or other property in
the exchange as additional consideration, taxable to the transferor.
22. See Sherman, supra note 1, at 693. Sherman points out that until 1934 the Board
and the courts apparently took for granted that debt assumption in corporate reorganizations was of no significance tax-wise since those cases noted the assumption in their facts
but did not otherwise discuss the matter. The Treasury seemed to agree. See I.T. 2364, VI-I
C.B. 13, 14 (1927); I.T. 2392, VI-2 C.B. 17, 18-19 (1927).
23. 303 U.S. 564 (1938).
24. Post-Hendler, three Board of Tax Appeals cases and one circuit court of appeals
decision only augmented the uncertainty and confusion resulting from Heandler. For a discussion of these cases, see Sherman, supra note 1, at 696-97.
25. In 1939, Congress enacted subsection (k) to §112. This anti-Heandler provision was
made retroactive to 1924. The Ways and Means Committee of the House of Representatives
felt that the effect of Hendler was to nullify the provisions of existing corporate reorganizations law "which postpone[d] the recognition of gain" where liabilities had been assumed.
H.R. REp. No. 855, 76th Cong., 1st Sess. 18 (1939), 1939-2 C.B. 504. The committee stated
that the purpose of recommending the section was to "enable bona fide transactions of this
type to be carried on without the recognition of gain .. " Id.
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substantially unchanged in section 357(a) of the 1954 Code, provided
assumption of the transferor's liabilities as part of the consideration
a corporate organization or reorganization would not be treated as
or other property," and would not prevent the exchange from
being tax-free under sections 351 and 361.26
Two exceptions to the general rule of nonrecognition in section 357(a)
were subsequently added. In 1939, the predecessor 27 to section 357(b) was
enacted to require recognition if the taxpayer's principal purpose with respect
to the transfer of the liability was to avoid federal income tax or if there
was no bona fide business purpose therefor. In that event, the total amount
of the liability assumed would be considered "money received" by the taxpayer and would be subject to the boot provisions of sections 351(b) and
361(b). 28 In 1954, section 357(c) was enacted which, assuming section 357(b)
does not tax the transaction, 29 would apply in certain cases where the liabilities assumed are in excess of the adjusted basis of the property transferred.
In those instances the excess amount of liabilities would be considered gain
from the sale or exchange of property °
Section 357(c) applies to two different situations. Section 357(c)(1) (A) is
triggered by an exchange "to which section 351 applies," and section
357(c)(1)(B) treats an exchange "to which section 361 applies by reason of a
plan of reorganization within the meaning of section 368(a) (1)(D)."
On its face, section 357 does not appear to be complicated, although a
number of questions are immediately raised by an examination of the statutory
language. First, what is a "liability" for purposes of the section? Second, is the
meaning of "liability" the same under the nonrecognition rule of section
357(a) as it is under the exception to nonrecognition section 357(c)? Third,
is the application of section 357(c) the same in section 351 transactions as it is
in section 361 transactions that come within the meaning of section 368(a)(1)
(D) ? Fourth, does the term "liabilities" have the same meaning in sections
357 and 358? In order to answer these questions a resort to the legislative
history and case law is helpful.
With reference to the first question - what is a "liability" - neither the
Code, the regulations nor the committee reports define the term. The congressional purpose for enacting section 357(c) is not explicitly stated in the
committee reports. There was no similar provision in the 1939 predecessor to
which is
that the
given in
"money

26. The 1939 Code provision was §112(k). The Hendler decision found that the transferee's assumption of liabilities was "money or other property." 303 U.S. at 566-67. By not
treating the assumption of liabilities as "money or other property" such assumption was
therefore not boot to be taxed under §351(b)'s predecessor.
27. Int. Rev. Code of 1939, §112(k) (now I.R.C. §357(a)).
28. Since the application of this subsection requires an inquiry into the transferor's
motives, it is probably used more sparingly than is §357(c).
29. I.R.C. §357(c)(2)(A) states that §357(b) will take precedence over §357(c) where
the requirements of both sections appear to be met.
30. Section 357(c) applies in two cases-(I) §357(c)(1)(A), an exchange to which §351
applies; and (2) §357(c)(l)(B), an exchange to which §361 applies by reason of a plan of
reorganization within the meaning of §368(a)(1)(D), a "D" reorganization.

https://scholarship.law.ufl.edu/flr/vol31/iss1/4

4

Gallagher: Assumption of Liabilities in Excess of Basis in Corporate Reorgan
LIABILITIES IN EXCESS OF BASIS

1978]

section

357.31 The Report of the House Ways and Means Committee in
stated the "committee's bill contains additional safeguards against tax
avoidance not found in existing law. It imposes a tax when property subject
to liability in excess of its basis is transferred to a controlled corporation."3 3
Though the committee did not define "liability" it illustrated the operation
of the new subsection in an example where property with a mortgage in
excess of basis is transferred to a controlled corporation in a section 351
transfer. 34 In that case section 357(c) would tax the transferor on that excess
amount. 5 In its report accompanying the 1954 proposed legislation, the
Senate Committee on Finance also noted that section 357(c) had no counterpart in the 1939 Code and similarly set out the example of property subject
to a mortgage in excess of basis as being taxed in a section 351 transfer. 36
The regulations under sections 357(c) and 358 likewise set forth the situation
of mortgaged property being transferred to illustrate the application of these
sections to the assumption of liabilities. 37 The conclusion which may be
reached, then, from examining the above mentioned committee reports and
regulations is that section 357(c) was an additional safeguard against some
type of tax avoidance where liabilities are assumed, and that at least one
of the situations to which it was meant to apply involved the transfer of
mortgaged property to the transferor's controlled corporation while he retained the advanced funds.38
A mortgage, then, is apparently a liability under section 357. Would section
357(c) be applicable where non-mortgage liabilities such as accounts payable
are assumed in the section 351 transfer? The transfer of accounts payable in a
351 exchange is a common situation. If section 357 were to treat trade accounts
payable as liabilities, the cash method taxpayer would frequently be required to recognize 357(c) gain upon incorporation. His liabilities -accounts
payable -would often exceed his basis in his transferred assets when those
assets included accounts receivable in which he had a zero basis.39 This result
has troubled commentators and courts alike, for the feeling has been that
357(c) should not apply in such a situation. Some commentators have suggested
that Congress only intended sections 357 and 358 to apply to certain liabilities. One leading article 40 traces the meaning of liabilities to Crane v. Corn195432

31. Section 112(k) of the 1939 Code was the predecessor of I.R.C. §357(a).
32. H.R. REP. No. 1337, 83d Cong., 2d Sess. 1 (1954), reprinted in [1954] 3 U.S. CODE
& AD. NEws 4025.
33. Id. at 40, [1954] 3 U.S. CODE CONG. & AD. NEws at 406.
34. Id. at A129, [1954] 3 U.S. CODE CONG. &AD. NEWS at 4266-67.

CONG.

35. Id.

36. S.REP. No. 1622, 83d Cong. 2d Sess. 270 (1954), reprinted in [1954] U.S.
CONG.

CODE

&AD. NEws 4785, 4908.

37. TREAS. RE. §1.357-2(a), T.D. 6528, 1961-1 C.B. 79; §1.358-3, Ex. 2 (1960).
38. It could be argued that this subsection was an unnecessary addition to the Code
since §357(b) could apply to tax such a transaction. Section 357(c) however, is the more
easily applied section since it contains no requirements as to the subjective intent of the

transferor.
39. Contrast the situation of an accrual method taxpayer whose basis in his accounts
receivable would not be zero.
40. See generally Kahn &Oesterle, supra note 14.
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missioner.41 Adopting an interpretation of Crane42 which would exclude the
assumption of deductible items from the amount realized in a transaction, 43
the authors argue that liabilities only includes those items the assumption
of which would trigger realization of gain. Thus, when property subject to
a mortgage is transferred, the mortgage debt is part of the amount realized."
In contrast, the assumption of overdue interest is not gain required to be
realized. 4 5 The proposed rule is that items which would be deductible if made
by the transferor should not be considered liabilities for purposes of section
48
357, because their payment would produce an economic "wash" of gain.
Applying this theory to the sections in question, any accounting liability which
would be deductible if made by the transferor shall not be considered a tax
liability for purposes of sections 357 and 858. For example, trade accounts payable and interest due on payables would not be liabilities for purposes of
these sections. 47 No downward adjustment to basis under section 358 would
be made upon their transfer to the corporation, and they could not be considered for purposes of determining whether assumed liabilities exceed basis
under section 357(c).
Another commentator 8 views section 357(c) as ending "deferral for that
part of the transferor's gain which has already been taken in cash. . . ."9 That
is, when cash has been borrowed against the value of the property with no
recognition of gain and tax free dollars are then recovered through depredation deductions taken on a cost basis (which basis includes the amount of
the mortgage), section 357(c) is read to require a recapture of gain which has
been "received in cash, free from tax." 50 It is asserted that this is probably
the statute's intended purpose as suggested by the example given in the
Committee Reports5' of mortgaged property being transferred in the incorporation. 52 This interpretation of section 357(c) restricts the term liabilities
to those "liabilities which have given rise to a 'tax-benefit' to the transferor,
either by way of a deduction or as a result of a borrowing... by the transferor
on the value of the transferred assets." 53 Assumption of trade accounts pay41. 331 U.S. 1 (1947).
42. See Kahn &Oesterle, supra note 14, at 468, 472-73.
43. In Crane the overdue interest payment which was assumed by the purchaser was
not treated as an amount realized by the Court.
44. See Crane v. Commissioner, 331 US. 1 (1947) and Parker v. Delaney, 186 F.2d 455
(1st Cir. 1950), cert. denied, 341 US,926 (1951).
45. 331 U.S. at 4 n.6.
46. See Kahn &Oesterle, supra note 14, at 468.
47. Id. at 473. Rental and salary obligations are also excluded by the authors from
§357(c) treatment.
48. Del Cotto, Section 357(c): Some Observations on Tax Effects to the Cash Basis
Transferor, 24 BUFFALO L. REV. 1 (1974).
49. Id. at 7.
50. Id. at 8.
51. See notes 35-36 supra.
52. Del Cotto also finds support for this "recapture" theory in two pre-1954 cases:
Woodsam Associates v. Commissioner, 198 F.2d 357 (2d Cir. 1952), and Easson v. Commissioner, 294 F.2d 653 (9th Cir. 1961). Del Cotto, supra note 48, at 8.
53. Del Cotto, supra note 48, at 1, 6. See also Kahn & Oesterle, supra note 14, at 48081 (discussing Del Cotto's position).
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able, therefore, would not be liabilities for section 357(c) purposes under the
views of both commentators, though for different reasons.
A number of recent cases also have attempted to resolve the issue of what
constitutes liabilities under section 357. In Bongiovanni v. Commissioner,"
the Second Circuit Court of Appeals reversed the Tax Court's finding of a
taxable transfer, holding that accounts payable should not be considered
liabilities for tax purposes under section 357(c) until paid. Rather,
section 357(c) was meant to apply to what might be called 'tax liabilities,' i.e., liens in excess of tax costs, particularly mortgages encumbering property transferred in a Section 351 transaction. . . . The payables of a cash basis taxpayer are 'liabilities' for accounting purposes
but should not be considered 'liabilities' for tax purposes under Section
357(c) until they are paid. 55
The court noted that if the taxpayer had reported on the accrual method, no
tax would have resulted in the first place because his basis in accounts receivable would not be zero in that case.56 Bongiovanni would apparently exclude all accounts payable, not just those which would be deductible if paid
by the transferor.
In Thatcher v. Commissioner57 the Ninth Circuit reversed the Tax Court's

holding that for tax purposes liabilities included accounts payable and
adopted the reasoning of Judge Hall's dissenting Tax Court opinion.58 Although section 357(c) gain would be present, Judge Hall avoided its effect
through this fiction: the transfer is treated as a sale of the receivables to the
corporation in return for its assumption of the trade accounts payable. To
the extent the corporation then pays these liabilities in the year of transfer
the taxpayer-transferor receives a constructive deduction which offsets his
357(c) gain, that is, a setoff of deduction against gain. With respect to the
transferor's basis in his stock, the Ninth Circuit affirmed the Tax Court's
holding that his stock basis was zero, indicating that the 357(c) gain increases
his stock basis under section 358.,9
Finally, in Donald D. Focht60 the Tax Court reversed its former position
and held that an obligation should not be treated as a liability to the extent
its payment would have been deductible if made by the transferor. The court
noted that the transferor has not sustained economic benefit on the transfer,
only theoretical gain, and that excluding trade accounts payable as liabilities
54. 470 F.2d 921 (2d Cir. 1972).
55. Id. at 924 (emphasis in original).
56. See Note, Section 357(c) and the Cash Basis Taxpayer, 115 U. PA. L. REv. 1154
(1967). See also Kahn & Oesterle, supra note 14, at 479.
57. 533 F.2d 1114 (9th Cir. 1976).
58. Wilford E. Thatcher, 61 T.C. 28, 42 (1973) (Hall, J., dissenting).
69. The gain which he would recognize under §357(c) would, though offset with a deduction if payment is made in the year of the transfer, raise his stock basis under §§358(d)

and 358(a)(1)(A)(ii).
60. 68 T.C. 223 (1977). See Donald D. Focht -Section 357 Liabilities Do Not Include
Deductible Liabilities of Cash Method Taxpayers, 31 TAx LAw. 243 (1977).
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for purposes of sections 357 and 358 would "leave him in the same position,
with respect to his stock, as he was with respect to his proprietorship's assets
and liabilities prior to the transfer."61
In conclusion, the trend of recent cases has been to distinguish in a section
351 transfer between liabilities on the basis of whether they would provide a
deduction to the transferor if paid by him. The decisions would either exclude
items from treatment as liabilities under section 357(c) (Bongiovanni and
Focht)62 or treat the items as liabilities under section 357(c) but permit a
corresponding deduction to the transferor for those amounts paid by the
acquiring corporation in year of transfer (Thatcher). The Focht treatment
of trade accounts payable and similar items seems preferable because it does
not depend on the time the transferee pays the obligation as does Thatcher.
Rather, the Focht focus is on the nature of the obligation in the hands of the
transferor, which probably would produce a fairer and more consistent result. Congress apparently agreed with the Focht court's treatment of liabilities,
for it, in essence, codified Focht in enacting section 357(c)(3). That provision
excludes from section 357(c) liabilities those "account payable payments"
which a cash basis taxpayer transfers in a section 351 exchange.
The second question raised by an analysis of section 357 is whether the
meaning of "liabilities" is the same in subsections (a) and (c). There does
not appear to be any reason why the meanings should be different. The
statute, regulations, and legislative history do not indicate such a difference.
Although subsection (c) was enacted at a later time,63 this would not suggest
a difference in meanings was intended. Subsection (c) seems to apply as an
exception to (a),0 4 with the effect that the assumption of liabilities under
section (a) will not require gain be recognized to the transferor unless the
amount of liabilities assumed exceeds the basis of assets transferred.
Third, the question arises whether section 357(c) treats the assumption of
liabilities in a section 351 transfer the same as it does those in a 361 transfer
within the meaning of section 368(a) (1)(D). The answer might seem obvious:
nothing justifies different treatment. Both are within the same subsection of
section 357 and there is no indication from the statute indicating treatment
to the contrary. Yet, an argument for their different treatment might be made
on the basis of the substantial difference between a corporate organization and
a corporate reorganization. The suggestion has been made that a section 361
transaction often may be more than a change in form for the business.65 For
61. 68 T.C. at 236.
62. Compare the results under these two cases; they are not precisely the same. For
more discussion of the three cases and the problem in general, see Burbe & Chisolm, Section
357: A Hidden Trap in Tax-Free Incorporations, 25 TAx L. Rav. 211 (1970); Phelan, Conflicting Definitions of "Liabilities" Threaten Some Tax-Free Reorganizations, 40 J. TAx.
356 (1974); Roha, The Application of Section 357(c) of the Internal Revenue Code to a
Section 351 Transfer of Accounts Receivable and Payable, 24 CATHoLIc L. RE,. 243 (1975);
Wellen, New Solutions to the Section 357(c) Problem, 52 TAXES 361 (1974).
63. Sections 357(a) and (b) originally were enacted under the 1939 Code. Section 357(c)
was added in the 1954 Revision.
64. See Del Cotto, supra note 48, at 472.
65. See Crockett and Kiesewetter, supranote 4, at 426.
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example, a change in substance results where a small business is swallowed
up by a large one; ownership is being transferred. If certain transactions are
given nonrecognition treatment because they are seen as continuing investments with a mere change in form, granting nonrecognition where the change
is one of substance would violate the principle behind deferring gain. The
more likely answer to this problem would seem to lie in the reason for the
enactment of section 357. The section was enacted as a response tol the
Hendler decision which held the assumption of liabilities constituted boot,
and the purpose of section 357 seems to have been to encourage growth and
stability in both organizations and reorganizations.60 There does not appear
to be a good reason for reading into section 357(c) a more restrictive treatment
for section 351 transfers than for 361 transfers.
The last issue to consider is whether the meaning of "liabilities" is the
same under sections 357 and 358. When a liability is assumed in a tax-free
exchange, the transferor's basis in his stock of the transferee corporation is
decreased by the amount of liabilities assumed.67 Section 358(d) provides:
Where, as part of the consideration to the taxpayer, another party to
the exchange assumed a liability of the taxpayer or acquired from the
taxpayer property subject to a liability, such assumption or acquisition
(in the amount of the liability) shall, for the purposes of this section, be
treated as money received by the taxpayer on the exchange.
Does this section refer only to liabilities which are so treated under section
357? If so, the effect of the assumption would be to defer recognition of gain
under 357(a) and to correspondingly reduce the transferor's basis in his stock
or securities of the acquiring corporation.68 Thus, potential gain is deferred
and preserved to be recognized at some time in the future when the stock
or securities are sold. The relationship between sections 357 and 358 becomes
even clearer when the situation of assumed liabilities in excess of basis is
examined. The transferor's basis in stock or securities received in the transfer
is reduced by the full amount of liabilities assumed. At this point a negative
basis in the stock or securities results if liabilities exceed his basis in the
transferred property. However, section 358(a)(1) (B)(ii) requires an upward
adjustment to basis by the amount of gain recognized on the exchange. That
gain includes section 357(c) gain, and the stock's or securities' basis is now
adjusted upward to zero.
A number of commentators have contended that section 357(c) was designed to avoid the problem of negative basis. 9 This is certainly the statute's

66.
67.

See notes 5-4 supra.
I.R.C. §358(a)(1)(A)(ii),

68.

I.R.C. §358(a)(1)(A)(i).

(d).

69. See, e.g., Bloom, How to Use a Non-liquidating C Reorg and Avoid Running Afoul
of the Overlaps, 42 J. TAx. 358, 359 (1975); Cooper, Negative Basis, 75 HAMV. L. REV. 1352
(1962); Note, Section 357(c) and the Cash Basis Taxpayer, 115 U. PA. L. REv. 1154, 1158-

60 (1967).
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effect in the transactions to which it applies, although there are certain in70
stances where a negative basis can probably still occur.
The predecessors to sections 357(a) and 358 were both enacted in 1939
and therefore "liabilities" probably has the same meaning in each section.
This is likely in view of the manner in which the two sections interrelate as
well as their proximity in the Code. If sections 357 and 358 have the same
definition for "liabilities," it follows that where items are not considered
liabilities under section 357(a) or (c) because, for example, they would be
deductible if paid by the transferor, then those items should not be liabilities
for purposes of section 358(a)(1)(A)(ii) or 358(d) .71 The Revenue Act of 1978
confirmed this reasoning when it amended section 358 to provide that where
an item is not considered a section 357(c) liability because of the application
of section 357(c) (3) (the newly enacted exception to 357(c)), that that liability
will not be treated as "money received" under section 358(a)(l)(A)(ii).
In summary, sections 357 and 358 present more problems in their application than might appear on their face, as is evidenced by recent cases and
numerous commentaries (and finally, legislation) on the subject. The courts
and the commentators often disagree about the application of section 357,
especially 357(c), as well as the purpose for the enactment of 357(c).
Most of the section 357(c) litigation and commentary has involved its
application to section 351, incorporating the ongoing business. Perhaps less
has been said (or litigated) with respect to corporate reorganizations because
the statute may apply with less frequency; that is, section 357(c) would seem
to apply to "D" reorganizations only. As discussed later,7 2 a number of other
reorganizations may also be "caught" by section 357(c). Another reason for
the lack of litigation in the area may be because of the greater degree of
business and tax planning and the general caution surrounding planning a
reorganization. Businesses and their tax advisors often apply for a private
ruling concerning the status of the reorganization and may attempt to structure the transaction to avoid section 357(c) gain where possible.
Many of the same considerations that would apply in a 351/357(c) situation appear to be relevant in the reorganization context. Therefore, when
section 357(c) may apply to a reorganization, the corporate transferor should
be familiar with the recent cases and the theories used to avoid 357(c) gain
for the individual transferor.
APPLICATION OF SECTION 357 TO REORGANIZATIONS

Section 357(c) taxes corporate reorganizations in which assumed liabilities
exceed the basis of property transferred.73 Section 357(c)(1)(B) limits this tax
70. See text accompanying notes 149-151 infra.
71. There should be no §358 basis reduction in the stocks or securities upon their
transfer to the corporation.
72. See text accompanying notes 101-117, 120-126 and 127-147 infra. The reorganizations
include the "C" reorganization which qualifies as a "D," the "C" reorganization which
overlaps with §351, and the "A" reorganization which overlaps with a "D."
73. I.R.C. §357(c)(1)(B).
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to only one type of reorganization: a section 368(a)(l)(D) reorganization (the
"D" reorganization). In a "D" reorganization, corporation X transfers all or
part of its assets to corporation Y in return for Y stock or securities. After the
exchange X or its shareholders must control Y. Pursuant to the plan of reorganization, Y stock or securities are then distributed by X to its shareholders.7 4 Section 361(a) grants nonrecognition treatment in a "D" reorganization to the transferor corporation (X) if both X and Y corporations are
parties to the reorganization.75 If corporation Y, in conjunction with the
transfer to it of X's assets, assumes the liabilities of X, section 361(a) will not
usually treat such assumption as "money or other property" or boot. 0 However, if the liabilities assumed exceed the adjusted basis of the property
transferred, section 357(c)(1)(B) will require X corporation to recognize gain
77
to the extent of that excess.
The reason for singling out the "D" reorganization for treatment under
section 357(c) is not dear. Many commentators believe that section 357(c) was
designed to avoid a negative basis problem.78 In a situation arising under
section 357(c)(1) (A), a negative basis is clearly to be avoided. Absent section
357(c), a negative basis could result if an assumption of liabilities in excess of
basis was granted nonrecognition treatment by section 357(a). Although no
gain would be recognized to the transferor at that point, his basis in his
stock would be reduced under section 358(a)(1) (A)(ii), by reason of section
358(d), by the amount of the liability assumed.7 9 Thus, if corporation B
assumed the liabilities of individual A where A's basis in his assets was 80
and the liability assumed was 100, A's basis in his stock would be 80 minus
100, or a negative 20. Section 357(c), however, would require A to recognize
gain to the extent of the excess, and his resulting basis would be zero under
section 358(a): his basis in the property exchanged, or 80, minus the amount
of the liability assumed, or 100, plus the amount of gain recognized on such
exchange, or 20, equals zero.
74. I.R.C. §368(a)(1)(D) provides that the term "reorganization" means: "[A] transfer by a
corporation of all or a part of its assets to another corporation if immediately after the
transfer the transferor, or one or more of its shareholders (including persons who were
shareholders immediately before the transfer), or any combination thereof, is in control
of the corporation to which the assets are transferred; but only if, in pursuance of the
plan, stock or securities of the corporation to which the assets are transferred are distributed
in a transaction which qualifies under section 354, 355, or 356...."
75. I.R.C. §368(b) defines parties to a reorganization as including: "(1) a corporation
resulting from a reorganization, and (2) both corporations, in the case of a reorganization
resulting from the acquisition by one corporation of stock or properties of another."
76. See 1R.C. §357(a).

77. I.R.C. §357(c) states that "if the sum of the amount of the liabilities assumed, plus
the amount of the liabilities to which the property is subject, exceeds the total of the
adjusted basis of the property transferred pursuant to such exchange, then such excess
shall be considered as a gain from the sale or exchange of a capital asset or of property
which is not a capital asset, as the case may be."
78. See note 69 supra.
79. I.R.C. §358 provides that in an exchange to which §361 applies, the basis to the
transferor of stock received shall be the same as that of the property exchanged, decreased
by the amount of boot and money received. Section 358(d) provides that for purposes of
that section, assumption of a liability shall be treated as money received.
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The necessity of avoiding a negative basis in a "D" reorganization is unclear. Because a "D" reorganization requires the transferor corporation to
distribute the transferee's stock to its shareholders, 0 the distributee shareholders' basis will be computed under section 358 by reference to the stock
of the transferor corporation.81 Thus, the distributee shareholders would
not have a negative basis in the stock they now hold in the acquiring corporation. Their basis in that stock would be the same as their basis in the stock
of the distributing (transferor) corporation. Likewise, the transferor corporation will not encounter the problem of negative basis because upon distribution of the stock, its basis in the shares, whether negative or positive, is lost.8 2
In summary, if section 357(c) was enacted to avoid a negative basis problem,
it should not apply to a "D" reorganization because a negative basis will not
occur in that situation. Only if the transferor corporation continues to hold
the stock it received in the transfer will a negative basis problem occur.
Such a problem could occur in a non-liquidating "C" reorganization. Section
357(c)(1)(B) does not appear to catch a non-liquidating "C" reorganization,"
yet this seems to be precisely the situation to which Congress intended the
section to apply84 At the time section 357(c) was first introduced in the house
bill, a "C" reorganization required that the transferor corporation liquidate
and distribute all stock received to its shareholders. 5 A "D" reorganization
had no such distribution requirement.,, The Senate later changed those
sections, removing the distribution requirement from the "C" reorganization
and adding it to the expanded subsection "D."117 No corresponding change
was made in section 357(c)(1) (B), probably through legislative oversight.s"
Thus, the negative basis problem which section 357(c) would have remedied 9
still exists to the extent a transaction is not treated either as a "D" reorganization or under section 351.
80. I.R.C. §368(a)(1)(D) provides: "in pursuance of the plan, stock or securities of the
corporation to which the assets are transferred are distributed in a transaction which
qualifies under section 354, 355, or 356.

81. I.R.C. §358(a)(1).
82. See Cooper, supra note 69,at 1359.
83. See text accompanying notes 127-147 infra.
84. See H.R. REP. No. 1337, 83d Cong., 2d Sess. A134 (1954); Cooper, supra note 69,
at 1359.
85. See H.R. REp. No. 1337, 83d Cong., 2d Sess. A134 (1954). "[L]iquidation of the
transferor corporation as part of the transaction" was required. "In this respect your
committee intends to insure that any property or money retained or received must be distributed in liquidation, thus resulting in taxation as boot.
Id.
86. Id. (relating to corporate divisions).
87. S. REP. No. 1622, 83d Cong., 2d Sess. 272-74 (1954).
88. Cooper, supra note 69, at 1359-60. "Since there seems to be no justification for the
omission of (C) reorganizations from section 357(c) in light of the present section 368, the
only explanation is the failure of the Senate revisers to note the interrelationship between
the two sections and the effect of their alterations thereon." Id.
89. See id. at 1360, to the effect that section "357(c) . . . was designed to attack the
negative basis problem." "A congressional advisory group has so assumed. See ADVISORY
GROUP ON SUBCHAPTER C OF THE INTERNAL REVENUE CoDE OF 1954, REvIsED REPORT TO THE
HousE SUBCOMM.
JUSTMENTS

ON INTERNAL

REVENUE

TAXATION

ON

CORPORATE DisTiBunONS AND AD-

71 (1958)." Id. at 1360 n.38.
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A negative basis may be avoided by bringing the reorganization "within
the meaning of section 368(a)(1)(D)." ' ° This can occur in a number of ways.
The transaction may be defined as a "D" reorganization under section
368(a)(1)(D) by reason of its being either a non-divisive "D" or a divisive
"D." It can also occur if the transaction is a "C" Teorganization that is also
described in section 368(a)(1) as a "D" reorganization. In that case, the transaction is to be treated as a "D" reorganization only. The statutory authority
for this special rule is found in section 368(a)(2)(A). Finally, the transaction
may meet the definitions of both section 368(a) (1)(D) and another reorganization section. However, there is no statutory authority to resolve the overlap
problem as there was in the case of a "C"/"D" overlap. 1 Revenue rulings
and scant case authority must then be resorted to in order to determine
which reorganization definition is to control for purposes of section 357(c)(1)(B).
The "D" Reorganization
The first category involves those transactions, of which there are two types,
that qualify as "D" reorganizations. The non-divisive "D" involves the transfer
by corporation X of "substantially all" of its assets to its controlled corporation
Y, followed by a complete liquidation of XY2 Specifically, when X transfers
to Y substantially all its assets as well as liabilities in excess of its basis in those
assets, and takes back stock of Y, section 357(c)(1)(B) treats as gain the
amount of that excess. Corporation X then liquidates,S distributing the Y
stock to its shareholders. Their basis in the Y stock is computed with reference
to their X stock under section 358. Unless they receive boot in addition to
stock, probably no adjustments to basis will be made. Clearly, their basis will
not be increased by the amount of gain which X corporation may be required
to recognize because of the application of section 357(c)(1)(B). As for X
corporation, the excess of liabilities over adjusted basis in assets transferred is
considered as "money received" by section 357(a) and will be taxed under
section 361(b). This is "phantom gain" (gain without dollars) to the transferor
and X may not utilize the boot escape hatch of section 361(b)(1)(A) by distributing the "property" to its shareholders; 94 there is nothing tangible to distribute in this case.
The other type of "D" reorganization is the divisive "D."9 5 Corporation
90.
91.
occurs.
92.

I.R.C. §357(c)(1)(B).
That is, where the transaction is described in both sections, an overlap of definitions
Section 368(a)(2)(A) resolves this conflict of jurisdiction in favor of §368(a)(1)(D).
The "substantially all" language, though not stated in §368(a)(1)(D), is dictated by

the §354 distribution requirements.
93. See I.R.C. §354(b)(1)(B).
94. See Minnesota Tea Co. v. Helvering, 302 US. 609 (1938). I.R.C. §361(b)(1)(A) pro.
vides that where property received in the exchange consists not only of permitted property
(stocks or securities) but also of other property or money, the corporation receiving such
property may avoid recognizing gain by distributing the boot property to its shareholders.
Obviously, the gain represented by the assumed liability cannot be deflected in this manner,
thus, the corporation must recognize it under §361(b)(1)(B).
95. It is so called because a division is effected between two continuing corporations.
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X transfers a part of its assets to its controlled corporation Y in return for
Y's stock. The Y stock is then distributed to X shareholders in a transaction
which meets the requirements of section 355.96 Section 355 requires that
one of three devices be used: the spin-off, the split-off, or the split-up.97 Corporations X and Y are thus divided and continue as two distinct corporate entities,
no longer parent and subsidiary."" If X has transferred to Y assets and liabilities in excess of its basis in those assets, section 357(c)(1)(B) will treat as gain
the amount of that excess. As in the non-divisive "D," the Y stock is distributed to X shareholders and X must treat the excess as "money received"
under sections 357(c) and 361(b), but here X remains in existence. Because
the "money received" (the amount of the excess) cannot be distributed to
the shareholders of X, section 361(b)(1)(B) will require that X recognize
that boot.99
If corporation X remains in existence and recognizes section 357(c)(1)(B)
gain, the question arises as to X's basis adjustment under that section. Section
358 requires X's basis to be reduced by the amount of liabilities assumed by
Y and increased by the amount of gain it recognizes. Is the "basis" referred
to X's basis in the Y stock received by it in the exchange? If so, it is unimportant to X corporation that its basis in the Y stock is increased, because
the stock is immediately distributed to X shareholders who compute their
basis in the Y shares with reference to their basis in the X shares they have
given up, not X's basis in the Y shares. However, if the gain which X would
recognize under section 357(c) could increase its basis in all property (both
the Y shares and other property) which it has at the time of the exchange, or
even better, increase its basis in property it retains in the divisive "D" reorganization, the fruits of having to recognize that gain would be preserved
to X corporation in the form of increased basis in its retained property. An
examination of section 358 resolves this matter; the statute applies specifically
to the basis of "property permitted to be received"',0 0 under section 361 without recognition of gain. Thus, the basis of the stock which X takes back in
the 361 exchange is increased by the 357(c) gain. Because all of that stock
usually is distributed in the non-divisive "D," the basis "boost" is of no
help either to the shareholders or to X corporation.
96. It may also meet the requirements of §356 in conjunction with §355.
97. There are three types of corporate divisions. For a description and explanation
of each, see B. BiTTKER & J. EusTrca, FEDERAL INcOMuE TAXATION OF CORPORATIONS AND SHAREHOLDERS

98.

§13-1 (2d ed. abr. 1971).
I.R.C. §355(a)(1)(D).

99. I.R.C. §361(b)(1). See note 94 supra. Corporation X might argue that §337 applies
in an attempt to utilize that section's nonrecognition treatment. Statutorily, the use of
§337 in a reorganization-liquidation situation is not prohibited. Some commentators feel
that §337 nonrecognition is possible where the gains are realized on dealings with those
outside the reorganization-liquidation setting. See, e.g., B. BrITrER & J. EusncE, supra note
97, at §14-81. However, in a situation where §361(b) requires gain to be recognized, it is
felt that §337 should not be allowed to grant nonrecognition treatment where those two
sections conflict. Id. However, both the courts and the Service have been unwilling to
allow use of §337 where §361 applies.
100. I.R.C. §358(a).
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The "C"/"D" Overlap

The second situation which section 357(c)(1)(B) will treat as a "D" reorganization is the "C"/"D" overlap that occurs when the liquidating "C"
reorganization is also described in section 368(a) (l)(D).o1 Section 368(a)(2)(A)

states that if a transaction is "described in both paragraph (1)(C) and (1)(D),
then, for purposes of this subchapter, such transaction shall be treated as described only in paragraph (1)(D)." If such a "C"/"D" overlap exists, treatment as a "D" reorganization is required. Does the "described in" language
of the statute mean the transaction must actually qualify for "D" reorganization treatment? The regulations would seem to indicate just that. Section
1.368-2(d)(3) states that if the transaction would qualify either as a "C" or "D"
reorganization, then such transaction shall not be treated as a "C" reorganization. The statute and regulation appear to indicate that if a transaction
qualifies as both a "C" or "D" reorganization, it shall be treated as a "D"
reorganization only. Under this reasoning, no overlap problem would exist
then unless the transaction qualified as both. Merely being described in both
but qualifying in only one would not be enough to trigger the overlap provision. Therefore, a valid "C" reorganization could escape section 357(c) treatment as long as it did not qualify for "D" reorganization treatment. 02
Revenue Ruling 74-5451,o does not support this result. Under the facts

of that ruling, "Corporation X, a wholly-owned subsidiary of corporation. P
transferred substantially all of its assets, consisting principally of stock in
certain wholly-owned subsidiaries,"'' 0 4 to newly formed corporation Y, solely
in exchange for Y stock. X distributed this Y stock to P in exchange for P's
shares in X corporation. X continued in existence, though not as an active
trade or business, and retained those assets which it had not transferred to Y
(consisting of notes, cash and some receivables). The transaction met "C" reorganization requirements because X had transferred substantially all of its
assets to Y in exchange for voting stock. The transaction did not meet the
requirements for a "D" reorganization because X's distribution of Y stock
to P did not qualify (as the statute requires) under sections 354, 355 or
356.j05 The ruling held that the transaction need only be described in section
368(a)(1)(D), although it need not qualify for treatment in that section, to
come within the jurisdiction of section 368(a)(2)(A).06 This reasoning could
cause a transaction to forfeit qualification under both reorganization sections
101. See I.R.C. §368(a)(2)(A).
102. It might not qualify for "D" treatment if the requirements of §§354, 356 or 356
were not met regarding distribution.
103. 1974-2 CB. 122.
104. Id.at 123.
105. The transaction did not qualify under §354 because X did not distribute all of its
remaining assets, as required by §354(b)(1)(B), when it distributed the Y stock. Nor did it
qualify under §355 because X was not engaged in an active trade or business after the
distribution as required by §355(b)(1)(A). Section 356 was not applicable because that
section treats boot which is distributed in a transaction to which §§354 or 355 would
otherwise apply. Here neither of those sections would otherwise apply.
106. Rev. Rul. 74-545, 1974-2 C.B. 122.
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because of the overlap priority-setting statute. A transaction might meet all
the requirements of a "C" reorganization but be described in (though not
qualify for treatment in) section 368(a)(1)(D). Section 368(a)(2)(A) would remove the transaction from the scope of "C" reorganization treatment and the
inability to comply with the distribution rules of sections 354, 355 and/or
356 would make the "D" reorganization unavailable. A strict reading of the
"D" reorganization statute and regulations does not support the holding of
the ruling. Clearly, a "D" reorganization is defined in section 368(a)(1)(D) as
"a transfer by a corporation of all or a part of its assets to another corporation
if immediately after the transfer the transferor . . . [and/or any of its shareholders] . . . is in control . . . [of the transferee corporation]; but only if
[stocks of the transferee corporation] are distributed in a transaction which
qualifies under section 354, 355, or 356 .... "107 The section 368(a)(1)(D) definition consists of two parts separated by a semicolon. The first part describes
the exchange requirement: assets of the transferor corporation for stock or
securities and control of the transferee corporation. The second part describes
the distribution requirement: as part of the reorganization plan the stocks
or securities of the transferee corporation must be distributed in a transaction
qualifying under sections 354, 355 or 356. Apparently the Service would not
contend that a transaction is "described in" section 368(a)(1)(D) if there was
no distribution of stocks or securities of the transferee corporation. The distribution requirement is an important and distinguishing feature of the "D"
reorganization., 8 Yet the same clause requires that the distribution meet the
requirements of sections 354, 355 or 356, and the Service contends in its
ruling that this latter requirement need not be met for the transaction to be
"described in" section 368(a)(1)(D).
Congress' intent in enacting section 368(a)(2)(A) is helpful in resolving this
problem. That section apparently was intended to apply only to divisive
transactions.10 9 If shareholders of a corporation divide the entity into two or
more corporations, 368(a)(1)(D) requires that section 355 be met for the transaction to qualify for nonrecognition treatment. 10 Congress feared that those
requirements could be circumvented where the shareholders sought to qualify
the reorganization under section 368(a)(1)(G)."' One possible solution was to
107. I.R.C. §368(a)(1)(D) (emphasis added).
108. This requirement was added in 1954.
109. See S. REP'. No. 1622, 83d Cong., 2d Sess. 274 (1954); Rev. Rul. 74-545, 1974-2 G.B.
122;

J.

ScoTr,

FEDERAL INcOME TAXATION

OF CORPORATE

REORGANIZATIONS

AND

DIVISIONS

66-67 (1972); Bloom, supranote 69, at 360-61.
110. Those requirements include: (1) the distributing corporation can distribute only
stocks or securities of a controlled corporation; (2) after the transfer both corporations
must be in an active trade or business; (3) the principal purpose of the transaction is not
to distribute earnings and profits of either corporation; and (4) the distribution requirement.
111. "Your committee intends by this rule to insure that the tax consequences of the
distribution of stocks or securities to shareholders or security holders in connection with
divisive reorganizations will be governed by the requirements of section 355 relating to
distribution of stock of a controlled corporation." S. REP. No. 1622, 83d Cong., 2d Sess.
274 (1954).
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require that the acquired corporation in a "C" reorganization liquidate as
part of the plan. 11 2 Another solution, the one which Congress chose, was
section 368(a)(2)(A). One commentator" 13 contends that if 868(a)(2)(A) was
intended to require the transferor corporation to be an active trade or business or to liquidate, the statute fails to so indicate this purpose; it seems
merely to treat the question of priority in a potential overlap situation. No
true overlap exists where the transaction does not qualify as both "C" and
"D" reorganizations. Where such an overlap does occur, the section 355 requirements would by definition be met, leaving the only purpose of the
priority-setting statute to be to determine how the transaction should be
treated for section 357(c) purposes." 4 Even if 868(a)(2)(A) was not enacted for
this purpose, dearly in the event of a "C"/"D" overlap that statute will require section 357(c)(1)(B) to apply if liabilities are assumed in excess of
basis."x1 The transaction will therefore be treated as a "D" reorganization.
Whether a true "C"/"D" overlap as described above must exist for section
357(c) to apply is unclear. 1 6 If there is no true overlap, though the transaction
is required to be treated as a "D" reorganization, it will not receive nonrecognition treatment under section 361 because the definition of a "D" reorganization has not been met. Arguably, then, section 357(c)(1)(B) would
not apply because the general nonrecognition rule of 357(a) is inapplicable
as well; that is, the transaction failed to come within section 361 as required
by 357(a)."17 Alternatively, section 351 may grant partial nonrecognition to
the transaction because a "D" reorganization has the same 80 percent control
requirement within its definition as section 351. If section 351 applied to the
transaction, section 857(c)(1)(A) should apply as well.
The "D" Overlap with Other Reorganizations
The third situation in which section 357(c)(I)(B) could treat as gain the
amount of liabilities assumed in excess of basis is the transaction that qualifies
for both "D" reorganization treatment and treatment under another reorganization section. Although no statutory authority exists for resolving overlap situa112. See Bloom, supra note 69, at 360-61.
113. Id.
114. Note that, as discussed at text accompanying notes 78-82 supra, §357(c) does not
seem to have been intended to apply where there is a distribution of property since a
negative basis would not occur.
115. See B. BrrrKER & J. EusTICE, supra note 97, at §14-38 n.89, which indicates that
§357(c) probably still would have taxed the transaction in absence of §368(a)(2)(A).
116. The language of §357(c)(1)(B) would lend support to this contention since it
applies to a §561 transaction which comes within the meaning of §368(a)(1)(D). This "comes
within the meaning" language would seem to indicate the requirements-or definitionof a "D" reorganization must be met.
117. Section 357(a) states "if (1) the taxpayer receives property which would be permitted to be received under section [361] . . . without the recognition of gain if it were
the sole consideration, and (2) as part of the consideration, another party to the exchange
then such assumption ... shall not be treated
assumes a liability of the taxpayer ....
as money or other property, and shall not prevent the exchange from being within the
provisions of section [361].....
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tions outside of the "C"/"D" overlap, there are revenue rulings that would
treat the transaction as being a "D" reorganization for purposes of section
357(c)(1)(B). The legislative history"" provides additional support for the
holdings of the revenue rulings 1 9 that such treatment is necessary in order
to avoid the occurrence of a negative basis, as in an "A"/"D" overlap.
The "A"/"D" Overlap
If a transaction qualifies under both "A" and "D" definitions of a reorganization, what section should control for purposes of 357(c)? Revenue
Ruling 75-161 held that the transaction should be treated as a "D" reorganization for 357(c) purposes. 20 In that ruling an individual, A, owned all the
stock of Y corporation and 90 percent of X corporation. (An unrelated individual, B, owned the other 10 percent). Through a statutory merger Y
acquired all the assets of X and assumed the liabilities of X in exchange for
Y stock. This Y stock was then distributed to shareholders A and B. The
liabilities of X assumed by Y exceeded X's total adjusted basis in the assets
transferred. The ruling held that section 357(c)(1)(B) was applicable to the
transaction because the exchange was within the meaning of section 368
(a)(1)(D)_' 2' That the transaction also came within the meaning of section
368(a)(1)(A) was found to be irrelevant for purposes of 357(c)(1)(B). The ruling
noted that if Y had merged into X and both "A" and "D" reorganization requirements were met, section 357(c) would not have taxed the transaction
because the liabilities of Y did not exceed its adjusted basis in its asset.
While the holding of this ruling has some support, it is subject to several
criticisms. One such objection is that no statutory authority exists for finding
that the transaction will be deemed to be a "D" reorganization for section
357(c) purposes. The argument is that Congress knew how to provide for an
overlap situation and did so in only one case: the "C"/"D" overlap. If a "D"
reorganization had been meant to prevail over an "A" reorganization, Congress
would have so provided. In the absence of statutory direction an analysis
must look to cases of overlapping jurisdiction in other areas and to legislative
22
history.
If reorganization provisions overlap with the liquidation provisions, the
latter have generally been held to govern for purposes of the liquidating
parent. There is some question whether the minority shareholders could still
qualify for nonrecognition treatment under the reorganization sections while
the parent was governed by section 332.123 However, some cases have found the
118. That is, if §357(c) was enacted to avoid negative basis as Cooper and Bloom
suggest, supra note 69, and as the Advisory Group on Subchapter C assumed, see note 91
supra, then where another reorganization provision overlaps with a "D" reorganization,
the transaction shall be treated as a "D" reorganization for purposes of §357(c).
119. See text accompanying notes 120-121 infra.
120. 1975-1 C.B. 114.
121. I.R.C. §357(c)(1)(B).
122. See PAUL, REORGANIZATIONS, IN STUDIES IN FEDERAL TAXATION (3d ser. 1940) at 8-9, cited
in B. BrirTKER & J. EusTicE, supra note 97, at §14-9 n.8.
123. See TREAS. REG. §1.332-2(d) (1955).
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liquidation and reorganization rules not to be incompatible.1 24 In absence
of legislative direction to the contrary, this would indicate a co-existence is
possible where overlaps occur. The rulings recognize this co-existence; they
simply choose the most restrictive definition for purposes of section 357(a).
Mergers and consolidations were the first tax-free transactions to be enacted
into the Code under the reorganization section. 25 Legislative history indicates
that the purpose for granting nonrecognition treatment was to facilitate
corporate readjustments that were continuing investments, with changes merely
in form or place of organization. 126 If Congress initially wanted to encourage
transactions that qualified under section 368(a)(1)(A), and later added other
reorganization definitions that simply qualified, legislative purpose would be
thwarted by viewing in the most restrictive light every transaction that has
long qualified as an "A" reorganization. The practice of seeking to qualify a
tax-free "A!" reorganization as a type "C" or "D" and arguing that all restrictions applicable to "D" reorganizations must be met before the transaction can be pronounced "tax-free" is inconsistent with the legislative history
that indicates a desire to encourage "A" mergers. According to this argument,
the transaction should be treated as an "A" reorganization and not taxed
under section 357(c) when liabilities are assumed in excess of basis. Further,
if Congress had meant to tax an "'A" reorganization in section 357(c), it would
have so provided.
The "C" ReorganizationWhich Does Not Qualify As a "'

There are two basic types of nonliquidating "C" reorganizations that will
be discussed in this section: those that come within the description of section
351 nonrecognition, that is, the "C"/351 overlap; and those where no such
overlap occurs.
The "C"/351 Overlap
Section 368(a)(1)(C) requires that a corporation exchange solely its voting
stock for substantially all the properties of another corporation. Thus, if
corporation X, the acquiring corporation, gives all or part of its voting stock
to the acquired corporation Y and takes back substantially all of Y's assets,
the requirements of a "C" reorganization are met. If corporation Y is "in
control" of X after the transfer, as where Y holds 80 percent or more of X's
stock after the exchange, 27 section 351 may apply as well.128
In many instances the parties to the reorganization would not be concerned with which nonrecognition provision would be applied to characterize
124. See Performance Systems, Inc. v. United States, 882 F. Supp. 525, 1973-2 U.S. Tax
Cas. 9,743 (M.D. Tenn. 1973), afJd mem., 501 F.2d 1838, 1974-2 U.S. Tax Cas. 9,618 (6th
Cir. 1974); Movielab, Inc. v. United States, 494 F.2d 693, 1974-2 U.S. Tax Cas, 9,698, mem.,
503 F.2d 1406, 1974-1 U.S. Tax Cas. 9,309 (Ct. Cl. 1974).
125. See B. BiTsKm & J. Eus'ncE, supra note 97, at §14-82.
126. Id. Mergers and consolidations have been tax-free since 1918.
127. I.R.C. §868(c).
128. I.R.C. §351(a).
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the transaction. The treatment would be tax-free under both sections 351(a)
and 361(a), and boot recognition provisions in sections 351(b) and 361(b)(1)(B)
would produce similar results. 129 Several provisions will dictate different treatment, however, depending on the characterization of the transaction. One such
section is 357(c). 13 0 If the acquiring corporation assumes liabilities of the
acquired corporation and those liabilities exceed the acquired corporation's
basis in those assets, the potential is present for section 357(c) to tax the
transaction.
Generally, the assumption of liabilities in a "C" reorganization is disregarded for purposes of determining whether the acquisition is "solely" for
voting stock. 131 Until 1954, "solely for" voting stock meant just that: no other
consideration (outside the assumption of liabilities) could be used by the
acquiring corporation. In that year, however, section 368(a)(2)(B) was enacted
to allow a limited amount of boot to be used as consideration in "C" reorganizations; the fair market value of the property acquired in exchange
for voting stock must be at least 80 percent of the fair market value of all the
property acquired. The assumption of liabilities becomes important in this
situation. In determining the fair market value of the money or other property
given by the acquiring corporation, assumed liabilities or property transferred
subject to liabilities shall be included in this amount. Thus, boot may never
exceed 20 percent and to the extent any liabilities are assumed the amount
of actual boot which may be received is correspondingly reduced. 13 2 The effect
of this rule is to greatly curtail the amount of boot that may be received in a
"C" reorganization any time that liabilities are assumed.
The assumption of liabilities also becomes important for purposes of
determining whether there is a continuity of interests on the part of the
transferor corporation or its shareholders. Regulation 1.368-2(d)(1) states that:
[The assumption of liabilities] may in some cases, however, so alter the
character of the transaction as to place the transaction outside the
purposes and assumptions of the reorganization provisions. Section
368(a)(1)(C) does not prevent consideration of the effect of an assumption of liabilities on the general character of the transaction but
merely provides that the requirement that the exchange be solely
if the only additional consideration is an
for voting stock is satisfied
3
assumption of liabilities.1 3
This regulation may be seeking to foreclose the assumption of liabilities in
excess of the transferred assets, in which case the consideration paid by the
transferor corporation is primarily the assumption of liabilities. The transaction may fail for a want of continuity of interests in this instance because
4
the creditors of the thinly capitalized corporation are its owners-in-fact."
129.

Both require gain to be recognized from the receipt of boot, i.e., money or other

property.
130.
131.
132.
133.
134.

See also I.R.C. §§381,306.
I.R.C. §368(a)(1)(C).
Actual boot is recognized under §361(b)(1).
TaxAs. REG. §1.368-2(d)(1) (1976).
Wortham Machinery Co. v. United States, 521 F.2d 160, 1975-2 U.S. Tax Cas.
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The transaction might not run afoul of section 1.368-2(d)(1) if the reason
that liabilities exceed the basis of the assets is the inclusion of zero basis
accounts receivable in the assets. 35 The requisite continuity of interests
appears to be present in that situation. If the regulation does not apply
the transaction must be scrutinized under section 357(c).
Section 357(c) would not appear to require the transaction be taxed under
357(c)(1)(B) because, although section 361 applies, it is not a reorganization
within the meaning of section 368(a)(1)(D). Section 357(c)(1)(A) might tax
the transaction however, if section 351 is found to apply.138 An objection
could be raised to characterizing the exchange under section 351 rather than
section 361, because 361 is arguably the more specific of the two nonrecognition sections and therefore should prevail.
The "C"/351 overlap problem was treated in Revenue Ruling 76-188.137
Corporation P transferred all of its business assets to newly formed X corporation in exchange for X voting stock and the assumption by X of P's liabilities.
Those liabilities exceeded P's basis in its transferred assets. P corporation remained in existence after the transfer with no intention to distribute the X
stock that it held. Both sections 368(a)(1)(C) and 351(a) applied to the transaction. The ruling compared this overlap situation to a "C"/"D" overlap,
where the conflict is statutorily resolved. The initial question was whether
the transaction would fit into a "C"/"D" overlap situation by reason of its
"being described in" section 368(a)(1)(D).z Because there was no distribution
of the X stock to P's shareholders the transaction was not "described in"
368(a)(1)(D). The ruling then looked to case law to resolve the problem
of overlapping jurisdiction in the absence of a statutory provision comparable
to section 362(a)(2)(A).1 9 In Helvering v. Cement Investors, Inc.,14 the Supreme Court recognized that a transaction could be described in and qualify
under the predecessors of both sections 351 and 368. Neither provision had
the effect of overriding the other. The ruling reasoned that because the
transaction qualified under both sections 351 and 368(a)(1)(C), and because
section 357(c)(1)(A) "contains no exception for its application where a transaction qualifies as a reorganization under section 368(a)(1)(C) as well" as
4
under 351, that section 357(c)(1)(A) would apply to tax the transaction.' 1
19,665 (10th Cir. 1975); Civic Center Finance Co. v. Kuhl, 83 F. Supp. 251, 1949-1 U.S. Tax
Cas.

9,319 (E.D. Wis. 1948), aff'd per curiam, 177 F.2d 706, 1949-2 U.S. Tax Cas.

9,443

(7th Cir. 1949); Rev. Rul. 57-518, 1957-2 C.B. 253. See TAX MANAGEMENT, Portfolio #79,
at A-I.
135. See Focht and Bongiovanni, text accompanying notes 54 & 61 supra, which would
not treat accounts payable as "liabilities" for §357(c) purposes.
136. For purposes of §351, after the exchange Y is "in control" of X. The addition
of §357(c)(3) by the Revenue Act of 1978 raises the interesting question of whether that
provision might apply to a reorganization which is found to be within the meaning of
§351 with the result that the transaction would avoid §357 gain.
137. 1976-1 C.B. 99.
138. See text accompanying notes 44-45 supra.
139. There is also no regulation which deals with this overlap situation.
140. 316 U.S. 527, 1942-2 U.S. Tax Cas. 9,513 (1942).
141. Rev. Rul. 76-188, 1976-1 CXB. 99, 100,
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The legislative history for the 1954 Code indicates that the overlap question
could have been resolved in favor of the "C" reorganization because the
House inserted the following provision in legislation: "Section 351 is not
applicable to transfers otherwise qualifying under [Section 368(a)(1)(C)] (relating to corporate acquisitions of property), or [Section 368(a)(1)(D)] (relating
to corporate separations)."' 14 2 The Senate Finance Committee provided no

explanation when it eliminated the clause.1' 'Whether the Senate's deletion
of the clause indicates that it did not agree with resolving the potential overlap in favor of the reorganization provision, or whether it found the clause
unnecessary, is not known. It may have feared the clause would restrict instances of nonrecognition and felt the broad policy of nonrecognition could
best be achieved by allowing both nonrecognition sections potentially to
apply.
In Revenue Ruling 68-357144 three corporations and an individual transferred property to a fourth corporation in a section 351 exchange. The three
corporations were able to come within the requirements of section 368(a)(1)(C)
in addition to 351. Because the corporations received nonrecognition treatment under section 361 as a "C" reorganization, they did not require the
transaction be characterized under section 351. The individual, however,
could not come within the control requirements of section 351 unless the
corporate transferors were considered transferors for section 351 purposes.
The ruling held that section 351 applied to the transaction and granted the
individual transferor nonrecognition treatment in exchange. 145
Another ruling14 6 addressed the situation of a "B" reorganization that also

met the requirements of a section 351 exchange. The "B" reorganization required a section 367 ruling because stock in a foreign subsidiary was being
transferred to a wholly-owned domestic corporation by a United States individual. No such ruling was required under section 351, however. The
ruling held that because section 351 would have applied whether or not the
"B" reorganization requirement of a ruling were met, the transaction could
qualify for nonrecognition treatment under section 351. This ruling has not
been read to hold that section 351 prevails over the reorganization provisions.
Rather, it appears to recognize that both sections potentially will be applicable
and that failure to satisfy the requirements of one will not preclude nonrecognition treatment for the transaction under the other. This seems to
indicate a policy to view the transaction as qualifying for nonrecognition
treatment wherever possible.
In light of the rulings, cases and legislative history discussed above, it
H.R. REP. No. 1337, 83d Cong., 2d Sess. A116 (1954), reprinted in, [1954) U.S.
& AD. NEWS 4025, 4254.
143. See S. REP. No. 1622, 83d Cong. 2d Sess. 264-65 (1954), reprinted in, [1954] U.S.
CODE CONG. 8=AD. NEWS 4623, 4901.
144. 1968-2 C.B. 144.
145. Perhaps the Senate Committee had a situation similar to this in mind when it
deleted the clause which would have provided that §351 would not apply to a transfer
qualifying as a "C" reorganization.
146. Rev. Rul. 70-433, 1970-2 C.B. 82.
142.

CODE CONG.
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appears that section 351 and the non-liquidating "C" reorganization may coexist with neither prevailing over the other. Congress was aware of the potential overlap and chose to resolve the question of overlapping jurisdiction in
one instance only: the "C"/"D" overlap. 147 An intent to permit co-existence
may be inferred from the lack of statutory provision for other overlap situa,
tions. One interpretation of the impact of co-existence is that section 357(c)
would tax the non-liquidating "C" reorganization any time the transaction
also met the requirements of section 351. Meeting the requirements of a
more specific nonrecognition provision therefore would still not oust section
351, and through it section 357(c)(1)(A), of jurisdiction. One revenue ruling
supports this reasoning, as does the Senate's failure to include the provision
resolving the overlap in the 1954 Code.
The coexistence also could be interpreted as requiring the opposite result.
By allowing an overlap to exist, a policy favoring nonrecognition is broadened;
Congress favors nonrecognition in as many situations as come within any of
the applicable provisions. No inconsistency arises if partial recognition is required under 357(c)(1)(A) when the transaction meets the specific requirements of a "C" reorganization (permitting nonrecognition) but also meets
the general requirements of section 351 as well. Favoring nonrecognition
would suggest that because no recognition of gain would be required under
the "C" reorganization the transaction should be so viewed for section 357(c)
purposes as well. Revenue Rulings 68-357 and 70-435 were both advancing
liberal nonrecognition policies when they found the reorganization could
also qualify under section 351. The former ruling permitted the individual
transferor to receive 351 nonrecognition. In the latter, compliance with the
stricter "B" requirements for a ruling was not required in order to gain
nonrecognition because section 351 also gave nonrecognition treatment. Nonrecognition was the message of both rulings, not the preeminence of section
351 over 361.
If a transferor can take advantage of the more specific nonrecognition provision in the reorganization section, it should be able to do so. Although
section 351 is still applicable as a backstop,'4 s the focus is now upon section
361 and its accompanying provisions. If Congress had wanted to require a
reorganization to satisfy the exceptions to section 351 nonrecognition, it would
have so provided. In the absence of such provision, the transaction should receive nonrecognition treatment under section 361 as a "C" reorganization,

and therefore not be subject to section 357(c) gain as a section 351 transaction.
The "C" Reorganizationwith No Section 351 Overlap
If a small corporation X in a qualifying "C" reorganization transfers substantially all of its assets to a large corporation Y, in exchange for voting
stock in Y and the assumption by Y of the liabilities of X, X would not be
"incontrol" of Y for purposes of section 351(a) because it would not own 80
147. I.R.C. §368(a)(2)(A).
148. In other words, if the transaction fails as a reorganization, it can still qualify for
§351 nonrecognition.
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percent or more of the voting stock in Y immediately after the exchange. 1 9
There would be no "C"/351 overlap as in the previous section. Because there
is no distribution by X of its stock in Y to its shareholders, the transaction
is not described in 368(a)(1)(D) and avoids the "C"/"D" overlap. Assuming
the transaction does not fail for lack of continuity of interests of the part of
the corporation or its shareholders,150 the question then is whether section
357(c) could still apply to tax the transaction.
Section 357(c)(1)(A) would not apply because the transaction is not one
to which section 351 applies; section 357(c)(1)(B) would not seem to apply
either, although the transaction is one to which section 361 applies, because
it is not within the meaning of 368(a)(1)(D). The general rule of section 357(a)
would appear to apply to grant nonrecognition treatment to the transferor
corporation upon assumption of its liabilities. The transferor corporation
must now compute its basis in the stock of the acquiring corporation received
in the exchange. Section 358(a) provides that the stock will have the same
basis as that of the property exchanged, decreased by the amount of any
money received by the taxpayer. Section 358(d) provides that where another
party to the exchange assumes a liability of the taxpayer, such assumption will
be treated as money received. The effect of this provision is to give the
transferor a negative basis in its stock if assumed liabilities exceed the basis
of the assets. As was mentioned earlier, 151 section 357(c) may have been
enacted to avoid a negative basis by taxing at the time of the transfer the
excess of the liabilities over the adjusted basis in the assets transferred. But
section 357(c) has failed to achieve its purpose in this instance and, assuming
section 357(b) does not tax the transaction for lack of business purpose or
avoidance of federal income tax, a negative basis is apparently the proper
statutory result.
Several solutions are possible. One is to allow a negative basis152 and tax
the corporation when it disposes of the stock. This creates a problem if the
corporation later liquidates and distributes the stock to its shareholders be149. I.R.C. §368(c).
150. See text accompanying notes 67-68 supra.
151, See text accompanying notes 78-82 supra.
152, Several cases have recognized the existence of a negative basis. See, e.g., Easson v.
Commissioner, 294 F.2d 653, 1961-2 U.S. Tax Cas. 9,654 (9th Cir. 1961), rev'g, 33 T.C. 963
(1960). The Ninth Circuit found that the taxpayer bad a negative basis in his stock and
did not recognize taxable gain on the exchange under the predecessor of §357(a). The court
had no problem with finding that the taxpayer had a negative basis in the stock, citing Judge
Magruder's concurring opinion in Parker v. Delaney as support for the possibility. The
Easson Tax Court however, had found that property could never have a negative basis,
33 T.C. at 970. In Parker v. Delaney, 186 F.2d 455, 1951-1 U.S. Tax Cas. 9,112 (1st Cir.
1950), cert. denied, 341 U.S. 926 (1951), the majority found the taxpayer had taxable

gain in a Crane-type situation. While Judge Magruder reached the same result in a concurring opinion, he suggested the reason for the gain was that the taxpayer had a negative
basis in the property at the time of sale and, therefore, the amount realized less the negative basis resulted in taxable gain. Courts generally seem uncomfortable with the concept
of negative basis and it is unknown whether they would be reluctant to so find one in
this situation. For another examination of negative basis see Schlesinger, Negative Basis,
Recognized in Easson as Possible, Will Arise Only Rarely, 16 J. TAx. 212, 213-14 (1962).
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cause the negative basis is "lost"; the shareholders compute their basis for
the distributed stock with reference to their stock in the distributing corporation. The distributing corporation is not taxed on the exchange when it

liquidates because it comes within the nonrecognition provision of section
336, and therefore has avoided being taxed on the assumption of its liabilities
in the reorganization.
A second solution is to impose a tax on the transaction at the time the
liabilities are assumed, as section 357(c) seeks to do."53 In this way the stock
would have a zero basis in the hands of the transferor corporation; the increment in basis which would have been negative basis has been taxed. This
solution would be the best suited for the reorganization situation because it
avoids the doctrinal difficulties954 accompanying the negative basis concept,
and because the transferor corporation is prevented from otherwise avoiding
recognition of gain on the amount in excess of basis by later distributing the
stock to its shareholders (as mentioned in the previous paragraph) in a
liquidating distribution instead of selling the stock.
The courts might also avoid a negative basis by requiring gain to be
recognized under section 357(c), although this is not consistent with a strict
reading of the statute. Support for doing so can be found in the legislative
history, which indicates the purpose for enacting section 357(c) was to avoid
a negative basis. 55 At the time of the statute's proposal, the "C" and "D" reorganizations were just reversed in that the "C" required liquidation and the
"D" did not. Congress' concern was that a non-liquidating situation would
produce a negative basis for the acquiring corporation's stock in the hands
of the transferor corporation. Section 357(c)(1)(B) as proposed would have
prevented this result. But when the Senate modified the two reorganizations
by eliminating the liquidation requirement in the "C" and including it in
the "D," no corresponding change was made in section 357(c)(1) (B). The courts
could recognize this legislative oversight and attempt to correct it judicially
by including the "C" reorganization in section 357(c)(1)(B). This result is
likely in view of the legislative intent to avoid a negative basis in this situation and the reluctance many courts would have to permit a negative basis
as the alternative.
A final solution is presented by the line of cases arising under sections 351
and 357(c)(1)(A) that culminated in Thatcher in the Ninth Circuit and Focht
in the Tax Court.158 Although these cases involved individuals incorporating
within the nonrecognition provision of section 351, analogy to the corporate
reorganization area is possible. Resort to these cases would be possible if a new
153. A third solution noted by Bloom, supra note 69, at 359, is to give the stock a zero

basis, eliminating the problem of negative basis; but in that case, the amount of "negative"
basis is untaxed forever.
154. See Cooper, supra note 69, at 1352-53. The Ninth Circuit in Easson v. Commissioner, 294 F.2d 653, 1961-2 US. Tax Cas. 9,654 (9th Cir. 1961), did allow the taxpayer to
postpone recognition of gain in a §351 transfer, giving him a negative basis in his stock.

See note 152 supra for a contrasting interpretation of negative basis.
155. See text accompanying notes 80-84 supra.
156. Thatcher v. Commissioner, 533 F.2d 1114, 1976-1 U.S. Tax Cas. 19,324 (9th Cir.
1976); Donald D. Focht, 68 T.C. 223 (1977).
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definition of the term "liabilities" was adopted. 157 Under the Focht rationale
liabilities would not include amounts which would have been deductible if
paid by the transferor."58 As such, a negative basis could be avoided by the
transferor for its stock in the acquiring corporation because the section 358
computation would not reduce the basis by the amount of accounts payable
assumed.
Under Thatcher the transferor would still recognize section 357(c) gain
but would be entitled to a set-off against that gain to the extent the acquiring
corporation pays the liabilities in the year of transfer. 159 Presumably, the
section 358 adjustment will be made for the section 357(c) gain, thus avoiding
a negative basis for the transferor.
Is the application of Focht or Thatcher proper in the reorganization
setting? The Focht court noted that congressional intent was to provide nonrecognition "of gain or loss where there has been a mere change in form of
ownership in a tax-free reorganization." 16 0 A reasonable argument can be
made that where a reorganization is within the meaning of section 368(a)(1)(D)
or where it overlaps with that section or section 351, that to the extent the
cases would apply, the transferor should not be required to recognize gain. 161
But where the liabilities transferred are not excepted from the Focht definition of section 357 liabilities,' s2 section 357(c) should continue to apply to the
assumed amount in excess of basis of assets. Under Thatcher, if liabilities are
not paid by the acquiring corporation in the year of transfer, section 357(c)
gain would result with no corresponding set-off or deduction.
The Focht reasoning suggests another solution in the reorganization area
as well. In the non-liquidating "C" which does not overlap with section 351,
the potential exists for a negative basis because section 357(c) would not
appear to apply. By not treating as liabilities for section 357(c) purposes those
amounts which would have been deductible if paid by the transferor, many of
these non-liquidating "C" reorganizations can escape gain and negative basis.
Courts may find this route attractive for several reasons. Section 357(c) gain
is avoided, the result dictated by a strict reading of the statute. Also, to avoid
negative basis a court might have to judicially alter section 357(c) to include
non-liquidating "C" reorganizations. The Focht solution does not require
this judicial legislation; the case excludes certain liabilities from section 357
application. Finally, a negative basis is avoided where liabilities are deductible
157. See text accompanying notes 54-62 supra.
158. See text accompanying notes 60-61 supra.

159. See text accompanying notes 57-59 supra.
160. 68 T.C. at 235.
161. This argument may be strengthened by the recent codification of Focht in the
Revenue Act of 1978. However, the enactment of §357(c)(3) may serve to limit the application
of this case law since that provision applies to §351 transactions only. Codification of Focht
may be seen as congressional intent to defer gain only in the §351 situation. A question
yet to be answered is whether, in the event of an overlap of §351 with a reorganization
provision, §357(c) would apply by reason of the exchange being one to which §351 applies.
162. For example, a mortgage or a capital expenditure would be excepted from the

Focht definition of liabilities.
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if paid by the transferor because those liabilities are not considered for section

357(c) purposes.
The Focht and Thatcher decisions could help corporate transferors where,
as part of the consideration paid, the transferor's liabilities are assumed by

the acquiring corporation. Resort to these cases would be desirable where the
Service seeks to apply section 357(c) if: (1) the statute does not appear to apply
on its face, or (2) the statute applies because the reorganization meets section
351 requirements (the overlap situation).
The "A" Reorganization:Mergers and Consolidations
Section 368(a)(1)(A) defines as an "A" reorganization "a statutory merger
or consolidation." According to the regulations, it must be "effected pursuant
to the corporation laws of the United States or a State or territory, or the
District of Columbia." 163 Unlike a "B" or "C" reorganization, the type of
consideration that can be paid by the acquiring corporation in an "A" reorganization is not statutorily restricted. For this reason, the "A" reorganization is considered to have the greatest flexibility. However, the judicially developed doctrines of continuity of interest and requirement of a business
purpose are applicable to statutory mergers and consolidations and may disqualify a transaction if violated. 164
The result of this flexibility is that boot may be received without endangering the reorganization status. If the acquiring corporation receives
liabilities in excess of the transferor's basis in those assets, section 357(c) does
not tax the assumption as boot and the general nonrecognition rule of 357(a)
appears to apply. Because the transferor corporation does not remain in
existence following a statutory merger or consolidation -a single corporate
entity exists- no problem arises because of a negative basis in the acquiring
corporation's stock. The shareholders of the merged corporation will compute
their basis in the acquiring corporation's stock with reference to their basis
in the acquired corporation's stock, thus avoiding negative basis problems as
well. Therefore, section 357(c) should be inapplicable to a statutory merger
or consolidation because the acquired corporate entity does not remain in
existence.
If inapplicability of section 357(c) is the proper result in an "A" reorganization, why should a different result obtain when the transaction also qualifies
as a "D" reorganization? Revenue Ruling 75-161 discussed in the "A"/"D"
overlap section requires the transaction be treated as a "D" reorganization for
purposes of section 357(c)(1)(B) when an "A"/"D" overlap occurs. This forces
the transferor corporation to recognize gain to the extent of assumed liabilities in excess of basis yet, because the transferor does not remain in existence
after the transferee, the potential for negative basis problems is not present.
This result is even more incongruous if section 357(c)(1)(B) was not meant to
163. TREAS. REG. §1.368-2(b), T.D. 7422, 1976-2 C.B. 105.
164. See LeTulle v. Scofield, 308 U.S. 415, 1940-1 U.S. Tax Cas. 19,150 (1940); Helvering v. Minnesota Tea Co., 296 U.S. 378, 1936-1 U.S. Tax Cas. %9,015 (1935); Pinellas Ice &
Storage Co. v. Commissioner, 287 U.S. 462, 3 US. Tax Cas. %1,023 (1933).

Published by UF Law Scholarship Repository, 1978

27

Florida Law Review, Vol. 31, Iss. 1 [1978], Art. 4
UNIVERSITY OF FLORIDA LAW REVIEW

[Vol. XXXI

apply to a "D" reorganization at all, but rather to the nonliquidating "C"
reorganization, where a negative basis problem can occur. Yet strict statutory
construction compounds legislative error so that where the "A"/"D" overlap
occurs the transaction will be treated as a "D."
In 1968 and 1971 Congress amended the reorganization definitions to
allow three-party mergers into controlled subsidiaries (the "triangular merger")
and "reverse" mergers of the controlled subsidiary into the target corporation
with stock of the parent going to the target's shareholders. 16 5 These amendments apparently would not have much effect on the problem of assumption
of liabilities in an "A" reorganization. The statute does not restrict the
assumption by the subsidiary of the transferor's liabilities, and apparently
this is permissible. Revenue Ruling 73-257 held with respect to the parent's
assumption of liabilities that in a section 368(a)(2)(D) reorganization both
the parent and the subsidiary could simultaneously assume liabilities and
that the assumption came within the section 357(a) general rule of nonrecognition.16 The final regulations adopted in 1976 support this result by
providing that the parent is a party to the exchange for purposes of section
357(a) in a triangular merger.16 7 It should be kept in mind that the continuity
of interest requirements must still be met in these new types of reorganizations.
The original version of the 1968 bill restricted the consideration that could
be received to stock of the parent. This restriction was eliminated in the
final version with the result that a wide variety of consideration could be
given. The committee reports state that the continuity of interest standard
must be met, though, as must be the business purpose and continuity of
enterprise requirements. 0 8
The "B" Reorganization:Stock for Stock
Little mention of the "B" reorganization is required in the context of
assumption of liabilities because of the stringent statutory requirements limiting the consideration that the transferor may receive. Section 368(a)(1)(B) is
a stock for stock exchange:
the acquisition by one corporation, in exchange solely for all or a part
of its voting stock (or in exchange solely for all or a part of the voting
stock of a corporation which is in control of the acquiring corporation),
of stock of another corporation if, immediately after the acquisition,
the acquiring corporation has control of such other corporation (whether
or not such acquiring corporation had control immediately before the
acquisition). . ... 69
Thus a controlling portion of stock of the transferor corporation, X, is ac165.
166.
167.
168.
2d Sess.
169.

I.R.C. § §368(a)(2)(D), 368(a)(2)(F).
Rev. Rul. 73-257, 1973-1 C.B. 189.
TREAS. REG. §1.368-2(b)(2), T.D. 7422, 1976-2 C.B. 105.
See H.R. REP. No. 1902, 90th Cong., 2d Sess. 2 (1968); S. REP. No. 1653 90th Cong.,
2 (1968), 1968-2 C.B. 849.
I.R.C. §368(a)(1)(B).
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quired by corporation Y, in exchange solely for Y voting stock, or voting
stock of Y's controlling parent.170 Generally, there is no room for boot in a
"B" reorganization. 171
An assumption of liabilities as such in a "B" reorganization does not take
place in the basic "B" reorganization since following the transaction the
acquired corporation continues to exist and operate as before. It retains its
liabilities and assets subject to liabilities; the acquiring corporation does not
acquire or assume them. If the acquiring corporation liquidates the newly
acquired subsidiary and such liquidation is found to be part of an overall
plan of reorganization, the step transaction doctrine may treat the exchange
as a "C" reorganization in substance. It would then be viewed as an acquisition of assets and the tests of a "C" reorganization regarding boot would apply.
Where assumed liabilities form part of that boot the transaction could fail to
meet the requirements of sections 568(a)(l)(C) and 368(a)(2)(B). 2 It is therefore possible that a "B" reorganization followed by liquidation of the newly
acquired subsidiary could be treated as a "C" reorganization and would then
be subject to the requirements of that section. Where liabilities are assumed
and other boot is received, the transaction could fail as a "C" reorganization
as well. Even if partial nonrecognition might be afforded under section 351,
section 357(c) could apply to tax any excess liabilities over basis in transferred
assets.
Probably the only other context in which the assumption of liabilities in
a "B" reorganization would become important is that in which the acquiring
corporation assumes some of the transferor's liabilities, but not as consideration for voting stock of that corporation.17 3 But unless the assumption is independent from the consideration given for the stock, the transaction could
be disqualified as a "B" reorganization.27
CONCLUSION
The general policy of nonrecognition of gain in a corporate reorganization
170. The controlling acquisition may be all at once or through a series of transactions
over a relatively short time. TRzs. REG. §1.368-2(c), T.D. 7422, 1976-2 C.B. 105.
171. Turnbow v. Commissioner, 368 US. 337, 1962-1 US. Tax Cas. 9,104 (1961). The
acquisition must be for voting stock only. A de minimus amount of cash may be used to
avoid issuing fractional shares if it does not represent an additional consideration. Mills v.
Commissioner, 331 F.2d 321, 1964-1 U.S. Tax Cas. g9,474 (5th Cir. 1964). The Service
accepted this position in Rev. Rul. 66-365, 1966-2 C.B. 116.
172. TaRAs. REG. §1.382(b)-1(a)(6) (1962); Rev. Rl. 57-53, 1957-1 C.B. 291; Rev. Rl.
67-274, 1967-2 C.B. 141.

173. The transaction would be disqualified as a "B" reorganization if the assumption
of liabilities were part of the consideration paid by the acquiring corporation.

174. See Rev. Rl.59-222, 1959-1 C.B. 80 (finding that creditors of an insolvent corporation may be the owners-in-fact and as such the acquisition of their claims for voting stock
is a "B" reorganization); Rev. Rul. 69-142, 1969-1 C.B. 107 (finding a "B" reorganization
where debt-for-debt swap was independent of stock for stock exchange); Rev. Rul. 70-41,
1970-1 C.B. 77 (exchange of debt securities for voting stock of acquiring corporation
found to be independent exchange in "B" reorganization). See also TaRAs. REG. §1.368-2(c),
T.D.7422, 1976-2 C.B. 105.
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is extended to the assumption of the transferor's liabilities by the acquiring
corporation. However, where assumed liabilities exceed the transferor's adjusted basis in the transferred assets, section 357(c) requires treatment of that
excess as money or other property. The "D" reorganization is the only section
361 transaction which section 357(c) appears to treat. Yet, where other reorganization definitions overlap with a "D" reorganization, the transaction
may be required to be treated as a "D" reorganization, and therefore within
the parameters of section 357(c). The "C"/"D" overlap is statutorily provided
for, requiring treatment as a "D." Revenue rulings have similarly treated
other overlaps, most commonly the "A"/"D." Where any of the other reorganizations overlap with section 351, rulings have held that section 351
controls for purposes of section 357(c). In this way the Service brings more
transactions within the application of section 357(c) than the statute would
appear to require.
Section 357(c) was probably enacted to avoid the situation of the transferor
having a negative basis in his or its stock of the corporation, where liabilities
assumed exceed the basis in transferred assets. In the reorganizations area
this would only occur where the transferor remains in existence, holding the
acquiring corporation's stock. As originally proposed the statute would have
applied to the non-liquidating reorganization, but changes were made in the
requirements of the "C" and "D" reorganization provisions without a corresponding change being made in section 357(c). The result is that section 357(c)
taxes the liquidating reorganization and fails to catch the non-liquidating "C"
it was probably intended to apply to. The Service then attempted to remedy
this situation by holding that the "C" which overlaps with section 351 will
be treated under that section for purposes of section 357(c). Where there is
no overlap with section 351, the possibility of a negative basis still exists. It
is possible a court would look beyond the face of the statute and find congressional intent to apply section 357(c) in this situation. The alternative is
a negative basis for the transferor's stock in the acquiring corporation, a result
many courts would feel uncomfortable reaching.
A more limited solution is presented by the recent cases of Thatcher and
Focht which would either allow the transferor a set-off against that section
357(c) gain to the extent the acquiring corporation paid the liabilities in the
year of transfer, or better, not treat as liabilities for purposes of sections 357
and 358 those obligations which would have been deductible if paid by the
transferor.

175

The best remedy for this group of problems would be a legislative amend175. See Committee on Closely Held Corporations, Tax Section Recommendation No.
1978-3, 31 TAX LAW. 1441 (1978). The committee has submitted a proposal to the American
Bar Association to recommend to the Congress that the Code be amended so that in a §351
transfer certain obligations of the transferor would not constitute liabilities for purposes of
§§357 and 358. The committee adopts the Focht court's treatment of liabilities with the
result that obligations which would have been deductible to the transferor would not be
considered liabilities for §357(c) or §358(d) purposes. "Any obligation would be considered
a 'liability,' however, to the extent that its incurrence created or increased basis in any
property held by the transferor." ld. at 1445.
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